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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

COHEN, Chief Judge: Respondent determ ned the foll ow ng

deficiencies, additions to tax, and penalties with respect to

petitioners’ Federal incone tax:



Additions to Tax and Penalties
Sec. Sec. Sec. Sec. Sec. Sec.
Year Deficiency 6651(a) (1) 6651(a)(2) 6653(a) (1) 6653(a) (1) (A 6653(a) (1) (B)* 6662(a)

1985 $ 0 $ 212 $ 192 $ 66 $ — $ — $ —
1986 5,282 2,991 1,572 — 827 5,282 —
1987 1, 376 332 52 — 74 1, 376 —
1988 2,921 774 861 172 — — —
1989 16, 214 2,178 2,420 — — — 3,190
1990 41, 339 11, 067 12, 051 — — — 8,132
1991 37,713 6, 681 1,710 — — — 7,543
1992 49, 979 9, 940 1, 254 — — — 9, 954
1993 141, 892 30, 766 1, 050 — — — 28, 378

150% of the interest due upon these ampunts.

The issues for decision are: (1) The anmount of | osses
sust ai ned by petitioners fromtheir investnents in, |oans nade
to, and | oan guaranties for several pharmaceutical corporations
bet ween 1979 and 1984; (2) the years petitioners were entitled to
recogni ze their | osses; (3) whether the | osses becane part of the
personal bankruptcy estate of petitioners; (4) the anount of
carryover | osses used by the personal bankruptcy estate of
petitioners; (5) the character of any remaining |osses; and
(6) whether petitioners are liable for penalties and additions to
tax for 1985 through 1993. (Qher issues in the statutory notice
or in the petition have been abandoned by petitioners because
they failed to present any evidence or argunent concerning them

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.
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FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference.

At the tinme of the filing of their petition, petitioners
resided in Geenwi ch, Connecticut. Allen C Chanberlin
(petitioner) is a doctor of orthopedi c nedicine, having graduated
fromthe Boston University School of Medicine. Petitioners filed
their joint Fornms 1040, U.S. Individual Incone Tax Return, for

1982 through 1993 on the foll ow ng dates:

Year Filing Date
1982 07/ 11/ 84
1983 09/ 06/ 94
1984 09/ 06/ 94
1985 09/ 17/ 88
1986 09/ 17/ 88
1987 09/ 17/ 88
1988 04/ 17/ 95
1989 04/ 04/ 95
1990 04/ 17/ 95
1991 03/ 27/ 95
1992 03/ 27/ 95
1993 10/ 16/ 95

The initial 1985, 1986, and 1987 Forns 1040 were bl ank and
contained no financial information. Subsequently, on

Decenber 28, 1994, petitioners filed conpleted Forns 1040 for
t hese years. Petitioners reported $1, 324, $11, 264, $98, $521,
$1, 584, $7,849, $9,499, $10,450, and $11, 057 of total tax on

their returns for 1985, 1986, 1987, 1988, 1989, 1990, 1991, 1992,



and 1993, respectively. Petitioners prepared their returns with
the help of a certified public accountant.

Pharmacare, Inc. (Pharmacare), was a Del aware corporation
engaged in the business of manufacturing unit dose pharmaceuti cal
products and packagi ng cosnetic products and | otions. The main
manufacturing facility for Pharmacare was | ocated in Largo,
Florida (Largo facility).

During 1978, Pharmacare was in serious financial difficulty
and was | ooking for investors to provide working capital for the
conpany. A group of investors led by Stelios Vavlitis (Vavlitis)
agreed to invest funds in Pharmacare in exchange for a
controlling interest in the outstanding stock of the corporation.
Vavlitis planned to rebuild Pharnmacare under his managenent and
to attract other investors to provide working capital. Vavlitis
created Pharmaco Trust, which bought an 87.6-percent interest in
t he outstanding stock of Pharmacare and held the acquired stock
for managenent and sal es purposes. Vavlitis was nmade president,
chi ef executive officer, and chairman of the board of directors
of Pharmacar e.

In 1978, Vavlitis persuaded petitioner to purchase three
units of Pharmaco Trust for $99,000. In doing so, Vavlitis nade
material false representations and m sstatenents about his prior

busi ness experience, his educational background, Pharmacare’s



ownership of patents, and the anpunt of conpetition that
Pharmacare faced in the marketplace. In 1979 and 1980, Vavlitis
al so persuaded petitioner to make substantial unsecured |oans to
Pharmacare in order to keep the conpany running. Vavlitis failed
to provide prom ssory notes for these | oans despite repeated
requests by petitioner.

On June 12, 1980, creditors of Pharmacare filed a chapter 7
i nvol untary bankruptcy petition against the conpany in the
U. S. Bankruptcy Court for the Mddle Division of Florida. As an
unsecured creditor of Pharmacare, petitioner did not receive any
paynment fromthe Pharmacare bankruptcy to reinburse his
investnment or his loans. On their Form 1040, U.S. I ndividual
I ncome Tax Return for 1982, petitioners deducted a |oss from
their Pharmacare investnent and | oans as a section 165 theft
| oss. Respondent audited the 1982 return and disall owed the
| oss.

On March 9, 1981, petitioner organi zed The Chanberlin
Corporation (The Chanberlin Corp.), a Del aware corporation
licensed to do business in Florida, for the purpose of continuing
the Largo, Florida, operation. Petitioner becanme an 80- percent
sharehol der in The Chanberlin Corp., was el ected chairman of the
board of directors, and was hired as the chief executive officer.

Petitioner did not receive a wage for the services he rendered in
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t hese positions. The Chanberlin Corp. purchased the inventory,

i ntangi bl e property, personal property, and equi pnent of

Phar macare fromthe trustee in bankruptcy for $200,000 and then
i mredi ately transferred ownership to petitioner. On

Septenber 18, 1981, in a three-party agreenent, petitioner
purchased the Largo facility fromthe Pharmacare trustee in
bankruptcy by giving The Chanberlin Corp. a $183, 800 prom ssory
note and assum ng $572, 046 of debt secured by the property. The
Chanberlin Corp. then paid $177, 954 of Pharmacare debt on behal f
of the trustee and $4, 077 of transfer expenses. Petitioner
rented the Largo facility back to The Chanberlin Corp. from 1981
until 1984.

On Novenber 3, 1982, petitioner obtained a personal |oan
fromthe Freedom Federal Savings & Loan Association (Freedom
Federal) in the amount of $1,750,000. This |loan was secured by a
first nmortgage on the principal residence of petitioners in
G eenwi ch, Connecticut. Four hundred fifty thousand doll ars of
the | oan proceeds was then rel oaned by petitioner to The
Chanmberlin Corp. and used to pay off debts of The Chanberlin
Corp. The Chanberlin Corp. also obtained | oans fromthe
| ngersol | -Rand Fi nanci al Corporation (lngersoll-Rand) in the
anount of $1, 800,000, personally guaranteed by petitioner, and

| oans in the anpbunts of $750,000 and $250, 000, secured by second



nortgages on the Greenwi ch residence. Petitioner also personally
guaranteed a | oan of $300,000 from I ngersoll-Rand that was nade
to his incorporated nedical practice.

In 1983, petitioner purchased Bel - Mar Laboratories (Bel-
Mar), a conpany whose princi pal purpose was the nmanufacture of
parenteral products. Parenteral describes |liquid nedication
injected by syringe or needle directly into the bl oodstream of a
patient. Petitioner becane the sol e sharehol der and chairmn of
the board of directors of Bel-Mar, and he i nmedi ately changed the
name to Chanberlin Parenteral, Inc. (Chanberlin Parenteral).

In 1984, The Chanberlin Corp. was unable to pay its debts,
and, on Decenber 17, 1984, creditors filed an involuntary
chapter 11 bankruptcy petition against the conpany. Petitioner
continued to search for outside investnents to save the conpany,
and the conpany continued to operate at |east through March 1985.
The assets of The Chanberlin Corp., including the Largo facility
t hat had been surrendered to the corporation by petitioner, were
sold to pay debts of the conpany in June 1985.

On July 11, 1985, petitioners filed a personal chapter 11
petition in bankruptcy. Petitioners did not nmake a section
1398(d)(2) election to termnate their taxable year on
comencenent of the bankruptcy. On the date of filing, debts of

petitioners total ed $6,319,354, while their assets total ed
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$3, 785, 790. On August 15, 1985, the personal residence of
petitioners was sold for $3,700,000 to satisfy creditor clains.
Thi s residence had been purchased by petitioners for $530, 000.
From the sal e proceeds, the debt that was owed to Freedom Federa
in the amount of $1, 750,000 plus $550, 000 in past due interest
was paid in full. Ingersoll-Rand received $944,049 in parti al
satisfaction of its clainms. The bankruptcy estate failed to file
an estate tax return for 1985.

After filing their personal petition in bankruptcy,
petitioners noved to California. Al of their personal assets,
whi ch becane the property of the bankruptcy estate, were placed
in storage. Anong these itens were inportant business docunents
and tax records. Petitioners were unable to retrieve these
docunents because the bankruptcy estate failed to make the proper
st orage paynents.

OPI NI ON

Petitioners bear the burden of proving that the
determ nations in the notice of deficiency are erroneous and that
they are entitled to any deductions clainmed on their returns.

See Rule 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U. S 79, 84

(1992); Welch v. Helvering, 290 U S. 111, 115 (1933). A

recurring problemfor petitioners at trial was a failure to

provi de adequate supporting docunentation and receipts to



corroborate petitioner’s testinony. The unavailability of
corroborating docunents does not excuse a taxpayer’s failure to

carry the burden of proof. See Malinowski v. Conmm ssioner, 71

T.C. 1120, 1124-1125 (1979).

Petitioners claimthat they were the victins of theft at the
hands of Vavlitis and, therefore, should be entitled to deduct
their losses arising fromtheir |oans to and investnent in
Pharmacare as a section 165(c) theft loss. Petitioner also
clainms that he engaged in the trade or business of pronoting
phar maceuti cal conpanies from 1978 to 1985 and, therefore, that
he is entitled to deduct any |losses arising fromloans to or
i nvestnent in Pharmacare, The Chanberlin Corp., and Chanberlin
Parenteral as section 162(a) business expenses or section 166(a)
busi ness bad debts.

In comng to a decision on the issues in this case, it is
necessary to cal cul ate the anmount of | osses incurred by
petitioners in years predating the tax years in issue. W do not
have jurisdiction over years prior to 1985. See sec. 6214(Db).
However, the Court may consider events that occurred in prior
years when such consideration is necessary to determ ne the tax

litability for the years in issue. See Lone Manor Farns, Inc. V.

Commi ssioner, 61 T.C 436, 440 (1974), affd. w thout published

opinion 510 F.2d 970 (3d Cr. 1975).
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In the capacity of a creditor, a taxpayer realizes a |oss
froma |l oan made to a corporation that becones worthl ess and
uncol l ectible. The amount of loss froma worthless loan is the
adj usted basis of the prom ssory note representing the debt. See
sec. 166. The adjusted basis of a note equals the face anount of
the debt m nus any principal paid back by the debtor corporation.
See sec. 1.166-1, 1.1011-1, Incone Tax Regs. Were a taxpayer
borrows noney froma third party and contributes or reloans the
proceeds to a corporation, the taxpayer includes the proceeds
transferred to the corporation in the basis of his stock in the
corporation or in the prom ssory note representing the debt. The
i ncrease in basis occurs regardl ess of whether the taxpayer

repays the third-party loan. See Brenner v. Comm ssioner, 62

T.C. 878, 883 (1974).

Amount of Losses

Petitioners claimto have suffered a loss in the amobunt of
$1, 255,400 frompetitioner’s dealings with Pharnmacare.
Respondent concedes that a |l oss was incurred by petitioners in
t he anobunt of $414, 000 but contests the occurrence of the
follow ng transfers, which petitioners claimwere | oans nade to

Phar macar e:



Loans Dat e Anpount
Wre transfer --/--179 $ 25, 000
Checks 10/ 19/ 79 10, 000
10/ 19/ 79 10, 000
10/ 19/ 79 10, 000
10/ 19/ 79 10, 000
10/ 19/ 79 10, 000
11/ 19/ 79 16, 000
11/ 21/ 79 49, 500
12/ 05/ 79 33, 000
12/ 12/ 79 45, 000
Third-party 08/ 06/ 79 364, 000
| oan proceeds 08/ 23/ 79 35, 000
08/ 24/ 79 120, 000
09/ 12/ 79 40, 000
07/ 01/ 80 30, 000
M scel | aneous 05/ —179 30, 000
| oans 06/ —1/79 3,900
Tot al $841, 400

Petitioners have provided five cancel ed checks endorsed to
Phar macare totaling $56,000. Petitioners have al so provided
evidence of third-party | oans nmade to petitioner and Vavlitis
jointly in the anbunts of $364,000, $35,000, and $40, 000.
Petitioners have shown that the proceeds fromthese | oans were
contributed or reloaned to Pharmacare by petitioner and that the
| oans were repaid with property of petitioner. Wth respect to
the remai ning contested transactions, petitioners rely on a proof
of claimfiled in the Pharmacare bankruptcy and dated April 28,

1982. Under the circunstances, we conclude that petitioners’
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m ni mal docunents and testinony are sufficient to substantiate
the anobunt of |oss wth respect to Pharnacare.

Petitioners also claimthat they are entitled to recognize
| osses frompetitioner’s contributions to The Chanberlin Corp.
and Chanberlin Parenteral. To substantiate their |osses,
petitioners have provided only a statenent of net worth, prepared
in 1982, that showed that petitioners’ net worth was $6, 032, 052.
They argue that their net worth fell to zero in 1985 as a result
of The Chanberlin Corp. failure, and, therefore, they should be
entitled to a | oss of $6,032,052. Such a statenent,
uncorroborated by recei pts, expenses, or other docunentation that
reflects how assets were | ost or disposed of, is insufficient for
determ ning the anount of |osses sustained by petitioners. See

Henry Schwartz Corp. v. Comm ssioner, 60 T.C. 728, 745-746

(1973). Thus, where petitioners have failed to provide any
docunentation to substantiate their |oss, they have failed to
carry their burden of proving entitlenment to deductions.
Petitioners have provided docunentation relating to a | oan
that was made froma third party to petitioner personally and
| oans that were nmade to The Chanberlin Corp., which were secured
and satisfied by personal property of petitioner. First,
petitioners argue that they are entitled to recognize $1, 750, 000

of loss stemm ng froma personal |oan from Freedom Feder al
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Petitioner clainms that he contributed or rel oaned the entire
anount of proceeds to The Chanberlin Corp. and Chanberlin
Parenteral. Respondent argues that only $450, 000 of the
princi pal was rel oaned to these corporations. Second,
petitioners argue that they are entitled to | osses stemm ng from
funds that petitioner contributed to The Chanberlin Corp., which
were used for operating capital and the initial purchase of the
Phar macare assets in 1981

O the principal anount of the Freedom Federal | oan,
$450, 000 was rel oaned to The Chanmberlin Corp. and used to repay a
portion of a debt owed by The Chanmberlin Corp. to E.F. Hutton
Credit Corporation. Petitioner testified at trial that the
remai ni ng $1, 300, 000 of the Freedom Federal |oan was used to
purchase Bel -Mar, which | ater becane Chanberlin Parenteral, and
to provide working capital or to pay debts of The Chanberlin
Corp. Petitioner also testified that he contributed all of the
funds used by The Chanberlin Corp. to buy the assets of
Pharmacare fromthe trustee in bankruptcy in 1981.

Petitioner has failed to provide sufficient evidence show ng
that the $1, 300,000 of remmining principal was rel oaned or
contributed to either corporation or to show how nuch funding, if
any, he provided to The Chanberlin Corp. for the asset purchases

or startup costs. There is no contenporaneous corroboration of
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his generalized testinony. Therefore, petitioners’ allowable

| osses fromtheir contributions or reloans of the Freedom Feder al
| oan proceeds to The Chanberlin Corp. or Chanberlin Parenteral
are no nore than $450, 000.

The next argunent of petitioners, which respondent does not
contest, is that petitioners’ bankruptcy estate is entitled to a
| oss of $944,049 for its partial repaynent of |oans made by
| ngersol | -Rand to The Chanberlin Corp. The |oans, which totaled
$2, 900, 000, were repaid to the extent of $944,049 by the
bankruptcy estate of petitioners. A guarantor, such as
petitioner, who pays part of a loan for a corporation in
bankruptcy is deened to have made a | oan to the corporation for
the amount paid to the creditor. The |oan, deened nmade to the
corporation, is deductible as a worthless debt. See sec. 1.166-
9, Income Tax Regs.

Timng of Losses of Petitioners

Petitioners argue that their $1, 255,400 |oss arising from
Phar macare shoul d be recogni zable in 1985, the year that the
assets of The Chanberlin Corp. were sold in bankruptcy. This
argunent hinges upon a finding that The Chanberlin Corp. and
Phar macare should be regarded as the sane entity. However,
Pharmacare term nated and ceased to exist after the closing of

its chapter 7 bankruptcy estate. The Chanberlin Corp. was a
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whol |y separate organi zation that operated free and cl ear of
Pharmacare’s fornmer debt, and any clains that petitioner had
agai nst Pharnmacare were resolved with that corporation’s
bankruptcy di scharge. The | atest date when the | oss woul d have
been realized was 1982, the year petitioner filed his claim
agai nst the bankruptcy estate of Pharnmacare. At that point, he
had no realistic possibility of recovery. See Mirton v.

Comm ssi oner, 38 B.T.A 1270, 1278-1279 (1938), affd. 112 F.2d

320 (7th Gr. 1940); Mack v. Conm ssioner, T.C Meno. 1995-482;

sec. 1.165-1(d), Inconme Tax Regs. Therefore, the loss could only
be used by petitioners as a section 172 net operating |loss (NOL)
carryover or capital loss carryover during the years in issue,
dependi ng on the character of the | oss.

The $450, 000 | oss, arising fromthe Freedom Federal | oan
proceeds, was realized by petitioner in 1985. A bad debt
deduction is realized in the year it becones worthless. See sec.
1.166-1(a), Income Tax Regs. The question of when a bad debt
becones worthless is a factual question based on all of the
surroundi ng circunmstances. Although bankruptcy is a strong
i ndi cator of when a debt becones worthless, it is not an absolute
rule that a | oss becones recogni zabl e upon the filing of a

petition in bankruptcy. See sec. 1.166-2, |Incone Tax Regs.
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Creditors of The Chanberlin Corp. filed an involuntary
petition in bankruptcy agai nst the conpany on Decenber 17, 1984.
However, The Chanberlin Corp. continued to operate and sought
outside investnent in a quest to avoid involuntary bankruptcy
until at least March 1985. Until the conpany accepted its
i nvoluntary bankruptcy fate in 1985, there was a reasonable
possibility that the conpany could be saved and that petitioner
could recover sone or all of his $450,000 | oan to The Chanberlin

Corp. See Murton v. Conmm ssioner, supra at 1278.

Per sonal Bankruptcy

Havi ng deci ded the anmount and tim ng of |osses sustained by
petitioners and the amount of |osses sustained by their
bankruptcy estate, the next issue for decision is the effect that
petitioners’ personal chapter 11 bankruptcy had on these | osses.

Upon the filing of a voluntary chapter 11 petition in
bankruptcy, certain tax attributes listed in section 1398(Q)
becone property of the bankruptcy estate and are no | onger tax
attributes of the taxpayer. Section 1398(g) reads as foll ows:

SEC. 1398(g) Estate Succeeds to Tax Attri butes of

Debtor.--The estate shall succeed to and take into

account the following itens (determ ned as of the first

day of the debtor’s taxable year in which the case

comences) of the debtor--

(1) Net operating | oss carryovers.--The net

operating | oss carryovers determ ned under section
172.
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(2) Charitable contributions carryovers.--The
carryover of excess charitable contributions
determ ned under section 170(d)(1).

(3) Recovery of tax benefits itens.--Any
anount to which section 111 (relating to recovery
of tax benefit itens) applies.

(4) Credit carryovers, etc.--The carryovers
of any credit, and all other itens which, but for
the comencenent of the case, would be required to
be taken into account by the debtor with respect
to any credit.

(5) Capital |oss carryovers.--The capital
| oss carryover determ ned under section 1212.

(6) Basis, holding period, and character of
assets.--1n the case of any assets acquired (other
than by sale or exchange) by the estate fromthe
debtor, the basis, holding period, and character
it had in the hands of the debtor.

(7) Method of accounting.--The nethod of
accounting used by the debtor.

(8) Oher attributes.--OQher tax attributes
of the debtor, to the extent provided in
regul ati ons prescribed by the Secretary as
necessary or appropriate to carry out the purposes
of this section.

The bankruptcy estate uses any tax attribute received from
the taxpayer plus its own attributes to reduce its taxable
income. See sec. 1398(g). Certain tax attributes not used by
t he bankruptcy estate are returned to the taxpayer upon
termnation of the estate. See sec. 1398(i).

From 1982 until 1985, petitioners could not use any of their

$1, 255,400 carryover |oss from Pharmacare to reduce taxable
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i ncone. Under section 1398(g), the bankruptcy estate received
the carryover loss frompetitioners upon the filing of the
bankruptcy petition. The bankruptcy estate of petitioners is
also entitled to any loss arising fromthe paynent of $141, 429 of
interest, the amount of interest paid by the estate that was
proportional to the $450, 000 | oan made to The Chanberlin Corp.
fromthe Freedom Federal |oan proceeds. Conbined with the
$944, 049 wort hl ess debt fromthe Ingersoll-Rand | oan paynment, the
bankruptcy estate of petitioners had a conbined | oss of
$2, 340,878 available to reduce its taxable inconme beginning in
1985, the year the estate canme into being.

The entire amount of loss is carried to the earliest taxable

years to which such loss may be carried. See Lone Manor Farns,

Inc. v. Comm ssioner, 61 T.C. at 441. The portion of such | osses

that is carried to other taxable years is the excess, if any, of
t he amount of | oss over the sum of the taxable inconme for each of
the prior taxable years to which such | oss may be carried. See
id. Therefore, when a taxpayer clains carryover |osses for the
year in issue, it is necessary to determ ne whether the carryover
| osses, clainmed as a deduction for that year, are still avail able
or were absorbed as all owabl e deductions in prior taxable years.
See id. A carryover |oss deduction for a prior year, which would

have been allowed if clained, nust be considered as actually
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havi ng been all owed when determ ning the availability of a |oss
carryover to a subsequent year. See id.

The bankruptcy estate of petitioners did not file a tax
return for 1985 and, therefore, did not use any allowabl e | osses
to offset taxable inconme in that year. During the |later taxable
years of the bankruptcy estate, 1986 to 1994, the bankruptcy
estate filed tax returns but could not use any of the carryover
| osses to reduce its incone.

Petitioners have failed to produce the evidence necessary to
cal cul ate the taxable incone of the bankruptcy estate for 1985,
thus making it inpossible to determ ne how nuch of the |oss
bel ongi ng to the bankruptcy estate was absorbed. Because we
cannot determ ne whether any or all of the | oss was absorbed by
t he bankruptcy estate, we conclude that petitioners have failed
to prove that any anount thereof may be carried forward to the
years in issue. However, even if we were to assune that the
bankruptcy estate had no nore inconme in 1985 than what the record
before us reflects, the taxable incone of the bankruptcy estate
in 1985 woul d be nore than enough to absorb conpletely $2, 340, 878
of deductible |oss.

The bankruptcy trustee sold the personal residence of
petitioners on August 20, 1985. The anount realized fromthe

sal e was equal to the $3, 700,000 purchase price, and the adjusted
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basi s was equal to the $530,000 cost basis. Although petitioner
testified that he nmade several inprovenents to the property
during his years of ownership that woul d adjust the basis upward,
he presented no supporting recei pts or docunentation. Thus, the
gain that was realized by the bankruptcy estate was equal to
$3,170, 000. See sec. 1001(a).

Petitioners argue that the estate should be allowed to use
t he $125, 000 one-tine exclusion of gain under section 121.
However, we need not address the issue of whether the one-tine
exclusion is avail able for use by a bankruptcy estate because an
el ection was not made by the estate under section 121(c). An
el ection to use the one-tinme exclusion nust be nade prior to the
expiration of the period for making a claimfor refund of Federal
income tax for the taxable year in which the sale or exchange
occurred. See sec. 1.121-4(a), Incone Tax Regs. Any attenpt by
petitioners to make the election currently for the bankruptcy
estate woul d be untinely.

The $3,170,000 of incone fromthe sale of the personal
residence in 1985 conpletely absorbs the $2, 340,878 | o0ss
bel ongi ng to the bankruptcy estate. Thus, petitioners would have
no carryover | osses surviving the estate upon its termnation to
reduce petitioners’ income during the years in issue. Having

concl uded that none of the | osses belonging to the bankruptcy
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estate survived 1985, it is not necessary for us to determ ne
t heir character.

Section 1398(g), however, prevents certain attributes from
passing froma taxpayer to the bankruptcy estate. The $450, 000
| oss of funds borrowed from Freedom Federal and rel oaned to The
Chanberlin Corp., recognizable by petitioners in 1985, was a bad
debt under section 166 at the tine of the filing of the personal
chapter 11 petition in bankruptcy. A section 166 deduction is
not specifically nmentioned in section 1398(g) as being an
attribute that becones part of the estate. Because petitioners
did not nmake a section 1398(d)(2) election to split 1985 into 2
taxabl e years, the section 166 deduction did not becone part of
an NCL upon the filing of the petition in bankruptcy. Section
1398(g) thus preserves the section 166 deduction for the debtor.
The $450, 000 | oss was recogni zabl e by petitioners on their 1985
tax return, and any unused portion becanme a carryover NOL or
capital loss belonging to petitioners and is available for use by
petitioners as an offset of taxable incone in |ater years.

Character of the $450,000 Loss

Whet her the $450, 000 | oss was a busi ness bad debt under
section 166(a)(1) or a nonbusiness bad debt under section
166(d) (2) depends on whether petitioner was engaged in a trade or

business with respect to his endeavors wth The Chanberlin Corp.
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See Fincher v. Conmm ssioner, 105 T.C 126, 136 (1995). A
nonbusi ness bad debt is deductible as a short-termcapital |oss,
whil e a business debt is deductible as an ordinary | oss. See
sec. 166.

Petitioners contend that, from 1978 until 1984, petitioner
was engaged in the trade or business of pronoting business
ventures in the health care industry. Respondent argues that
petitioner’s dom nant notive for acquiring and guaranteeing | oans
for The Chanberlin Corp. was for investnent purposes and that the
activities of petitioner with regard to his pronotion of business
ventures do not rise to the level of a trade or business.

In order to be engaged in carrying on a trade or business,

t he taxpayer nust be involved in the activity with continuity and
regularity, and the taxpayer’s primary purpose for engaging in

the activity nmust be for inconme or profit. See Conm Sssioner V.

G oetzinger, 480 U. S. 23, 35 (1987). Activities that are

sporadic do not qualify as a trade or business. See Polakis v.

Comm ssioner, 91 T.C. 660, 670-672 (1988). The managenent of

one’s own investnents is not considered a trade or busi ness no
matt er how extensive or substantial the investnent activities

m ght be. See King v. Conm ssioner, 89 T.C 445, 458 (1987).

Resol ution of this issue requires an exam nation of the facts of

each case. See Conmi ssioner v. Goetzinger, supra at 36.
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In Wiipple v. Comm ssioner, 373 U. S. 193 (1963), the Suprene

Court determ ned whether | oans nade by a shareholder to a
corporation, in which he held a substantial interest, were
deducti bl e as business bad debts. |In holding that the debts were
not incurred in a trade or business of the taxpayer, the Suprenme
Court stated:

Devoting one’s time and energies to the affairs of
a corporation is not of itself, and without nore, a
trade or business of the person so engaged. Though
such activities may produce incone, profit or gain in
the formof dividends or enhancenent in the value of an
investnent, this return is distinctive to the process
of investing and is generated by the successful
operation of the corporation’s business as
di stingui shed fromthe trade or business of the
taxpayer hinself. Wen the only return is that of an
investor, the taxpayer has not satisfied his burden of
denonstrating that he is engaged in a trade or business
since investing is not a trade or business and the
return to the taxpayer, though substantially the
product of his services, legally arises not fromhis
own trade or business but fromthat of the corporation.
Even if the taxpayer denonstrates an independent trade
or business of his own, care nust be taken to
di stingui sh bad debt | osses arising fromhis own
busi ness and those actually arising fromactivities
peculiar to an investor concerned wth, and
participating in, the conduct of the corporate
busi ness.

If full-tinme service to one corporation does not
al one anount to a trade or business, which it does not,
it is difficult to understand how the sane service to
many corporations would suffice. To be sure, the
presence of nore than one corporation mght |end
support to a finding that the taxpayer was engaged in a
regul ar course of pronoting corporations for a fee or
comm ssion, * * * or for a profit on their sale, * * *
but in such cases there is conpensation other than the
normal investor’s return, incone received directly for
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his own services rather than indirectly through the
corporate enterprise * * *,

Id. at 202-203. This Court has interpreted this |anguage to nean
that, in order for a taxpayer to be engaged in a trade or

busi ness of pronoting busi ness ventures, he nust undertake such
activity for conpensation other than a normal investor’s return.
Such conpensation nust be in the formof a fee or conmm ssion or
fromthe sale of the corporation for a profit in the ordinary

course of business. See Deely v. Conmmi ssioner, 73 T.C. 1081,

1093 (1980), supplenmented by T.C. Meno. 1981-229. Buying and
selling businesses for profit can constitute a trade or business
if the taxpayer shows that the entities were organi zed or
acquired with the intent to nake a quick and profitable sale
after each business has beconme established, rather than with a
view toward | ong-range investnent gains. See |d.

In Farrar v. Conmm ssioner, T.C. Menp. 1988-385, this Court

found that a taxpayer was engaged in the trade or business of
pronoti ng busi ness ventures. The taxpayer in Farrar bought and
sol d over 31 businesses, acquiring each one with the intent to
bring in his own managenent staff, rebuild the conpany, and then
sell it once the business becane viable. O the three businesses
i nvol ved for which the taxpayer was claimng | osses, the taxpayer
had a plan ainmed at earning a profit through the sale of the

busi ness.
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In Fl ei schaker v. Conmm ssioner, T.C. Menp. 1999-427, this

Court found that a taxpayer was not engaged in the trade or

busi ness of pronoting busi ness ventures. |In Fleischaker, the

t axpayer guaranteed several |oans nade to an adult assi sted-
living center so that the corporation could build its facilities
and cover operating expenses. The taxpayer based his investnents
on his belief that the demand for adult assisted-living centers
woul d steadily increase due to the grow ng popul ati on of Anerican
senior citizens. The taxpayer intended to acquire interests in
mul tiple adult assisted-living centers throughout the country and
profit fromhis |long-term stock ownership.

Petitioner has failed to show that he acquired his business
ventures with an intent to sell themin the near future for
profit. Instead, petitioner testified that he intended to build
The Chanberlin Corp. into a much larger corporation and to hold
the corporation for an extended anmount of tine. Petitioner
testified that his notive for engaging in The Chanberlin Corp.
venture was his belief that the demand for generic
phar maceuti cals would steadily increase throughout the 1980's and
t hat anyone positioned in the generic pharmaceutical market would
stand to make a | arge sum of noney. Petitioner was not paid
conpensation for his services to the corporation. H's activities

are nore anal ogous to those of an investor attenpting to reap
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profits through dividends and the increase in value of his
investnment than to that of a pronoter who buys and sells
conpanies as if they were inventory. W conclude that petitioner
was not in the trade or business of pronoting business ventures
in the health care industry. Thus, petitioners may not deduct as
a busi ness bad debt the $450, 000 | oss.

We have considered all other argunents of petitioners, and
they are addressed by the consideration of |ack of renmaining
carryover | osses belonging to the bankruptcy estate or otherw se
| ack nerit.

Additions to Tax and Penalties

Respondent determ ned additions to tax for failure to file
tax returns under section 6651(a)(1l) and additions to tax for
failure to make tinely paynent of taxes under section 6651(a)(2).
Respondent al so determ ned additions to tax for negligence under
section 6653(a)(1l), additions to tax for negligence under section
6653(a) (1) (A and (B), and accuracy-related penalties for
negl i gence or substantial understatenents under section 6662(a).

Additions to Tax for Failure To File Tinely
a Tax Return and Pay Tax Liability

Section 6651(a)(1l) provides for an addition to tax of
5 percent of the tax required to be shown on the return for each
month or fraction thereof for which there is a failure to file,

not to exceed 25 percent. Section 6651(a)(2) provides for an



- 27 -

addition to tax of 0.5 percent per nonth up to 25 percent for
failure to pay the anmount shown or required to be shown on a
return. A taxpayer may fail to file and pay a tax and thus be
subject to both section 6651(a)(1) and (2). See sec. 6651(c)(1).
| f that occurs, the ampbunt of the addition to tax under section
6651(a)(1) is reduced by the anmobunt of the addition to tax under
section 6651(a)(2) for any nonth to which an addition to tax
appl i es under both paragraphs (1) and (2). The conbi ned anpbunts
under paragraphs (1) and (2) cannot exceed 5 percent per nonth.
See sec. 6651(c)(1).

To escape the additions to tax for filing |late returns,
petitioners have the burden of proving that the failure to file
did not result fromw llful neglect and that the failure was due

to reasonabl e cause. See United States v. Bovyle, 469 U S. 241,

245 (1985). Reasonabl e cause requires taxpayers to denonstrate
that they exercised "ordinary business care and prudence" but
neverthel ess were "unable to file the return within the
prescribed tine." Sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.

Petitioners argue that they used ordi nary busi ness care and
prudence because they were acting at all tines upon the advice of
a certified public accountant who prepared their returns.

Petitioners also claimthat, due to their financial crisis at the
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time, any failure on their part to file returns or pay tax
liability was unavoi dabl e and excusabl e.

From 1982 to 1993, petitioners have shown a pattern of
willful neglect in failing to file their Federal incone tax
returns in a tinmely manner. Although petitioners enployed a paid
tax preparer to prepare their returns, petitioners did not offer
any evidence to show that the paid preparer was the cause of
petitioners’ failing to file and pay the tax shown on their
returns on time. Also, petitioner is a well-educated individual
who knew or should have known that a tax return was due in a
tinmely fashion during all of the years in issue. See United

States v. Boyle, supra at 249-250.

Petitioners maintain that they |ost sone of their financial
records when they placed themin storage in 1985. Although the
| oss of records was an involuntary action, it does not relieve
petitioners of their duty to file a tinely return. See Zivnuska

v. Comm ssioner, 33 T.C 226, 239-241 (1959). Therefore, we

sustain the determ nations of respondent with respect to the
section 6651(a)(1l) and (2) additions to tax.

Neqgl i gence Additions to Tax and Penalties

Respondent determ ned negligence additions to tax or
penalties for all of the years in issue. For 1985, section

6653(a) (1) inposes an addition to tax equal to 5 percent of the
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under paynment if any part of the underpaynent is attributable to
negligence. For 1986 and 1987, section 6653(a)(1)(A) and (B)
replaced former section 6653(a) but is simlar in form Section
6653(a) (1) (A) inposes an addition to tax equal to 5 percent of

t he underpaynent if any part of the underpaynent is attributable
to negligence. Section 6653(a)(1)(B) inposes an addition to tax
equal to 50 percent of the interest payable on the portion of the
under paynment attri butable to negligence. For 1988, Congress
replaced fornmer section 6653(a)(1)(A) and (B) with section
6653(a). Section 6653(a) was simlar to fornmer section
6653(a) (1) (A). Section 6653(a) inposes an addition to tax equal
to 5 percent of the portion of the underpaynent attributable to
negli gence. Section 6653(a)(1)(B), however, has no counterpart
for 1988. For 1989, 1990, 1991, 1992, and 1993, section 6662
repl aced fornmer section 6653(a). Section 6662(a) and (b)(1)

i nposes a penalty equal to 20 percent of the portion of the

under paynent that is attributable to negligence or disregard of
rules or regul ations. For purposes of all of these provisions,
negligence is defined as a | ack of due care or failure to do what
a reasonable or ordinarily prudent person would do under simlar

circunstances. See Neely v. Conmi ssioner, 85 T.C. 934, 947

(1985).
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For the years in issue, petitioners nust show that they
acted reasonably and prudently and exercised due care in
reporting their taxes. See id. Petitioners assert that their
actions were not negligent, and, therefore, they are not |iable
for additions to tax or penalties. They argue that they relied
on the advice of a certified public accountant in calculating
their tax liability during all years.

Taxpayers may satisfy their burden of proof as to negligence
by showi ng that they reasonably relied on the advice of a

conpetent professional adviser. See United States v. Boyle,

supra at 250-251; Freytag v. Conm ssioner, 89 T.C. 849, 888

(1987), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501 U S. 869
(1991). Reliance on professional advice, standing alone, is not
an absolute defense but rather is a factor to be consi dered.

Al t hough any reliance by petitioners on the advice of their
pai d preparer was unreasonable with respect to the failure to
file atinmely return, it was reasonable to rely on the advice of
the paid preparer regarding the amount of tax liability to report
during the years in issue. The facts of this case created
genui ne issues as to whether petitioners are entitled to use NOL
carryovers on their returns for 1985 through 1993. Due to the
conpl exity of the bankruptcy issues involved, it was reasonable

for petitioners to rely upon the incorrect advice of their paid
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preparer, who told themthat they could deduct NOL's for their
investnments in and | oans made to Pharmacare, The Chanberlin
Corp., or Chanberlin Parenteral. Therefore, petitioners are not
Iiable for negligence penalties from 1985 through 1993.

Subst anti al Under st at enent

Taxpayers are |iable for penalties for substanti al
understatenment of tax liability pursuant to section 6662(b)(2) if
t he understatement exceeds the greater of 10 percent of the
correct tax or $5,000. See sec. 6662(d)(1)(A and (B). The term
"understatenent” is defined as the excess of the anount of tax
required to be shown on the return for the taxable year over the
anount of tax shown on the return for the taxable year. Sec.
6662(d) (2) (A). An exception exists where the taxpayer has relied
on invalid advice of a paid tax preparer if, under al
ci rcunst ances, such reliance was reasonabl e and the taxpayer
acted in good faith. See sec. 1.6662-4(g)(4), Incone Tax Regs.

For the reasons previously discussed under the negligence
anal ysi s above, we conclude that petitioners’ reliance on the tax
liability calculated by their paid tax preparer was reasonabl e.
Therefore, penalties for substantial understatenent shall not
apply.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




